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THE MATTER I want to present to
you today is one of great seriousness.
I can perhaps best indicate its gravity
by saying the odds are high that, before
the coming year has ended, one or more
of the corporations you represent will be
attacked in the press, and possibly in the
courts, for your companies’ financial re
porting practices.
I base this prediction on events of the
recent past. For example:
Just last month, fifteen former stock
holders of a merged company brought
suit against the directors of both parties
to the merger, and others, for $62 million.
The suit alleged that the stock prices of
the companies had been manipulated so
as to inflate the shares of one and depre
ciate those of the other.
A month earlier, the SEC filed a com
plaint in Federal court charging several
top executives of a company with falsi
fying certain of its financial statements
with the purpose of “inflating current
assets to show a favorable working capi
tal ratio.”
Also in August, a suit was filed in a
U.S. district court by four stockholders
of a carpet and furniture manufacturer,
asking damages to the tune of $19
million.
In July, a stockholder of a major com
pany in aerospace brought a damage suit
alleging misleading statements in the
quarterly and annual reports.
In June, two stockholders brought an
action against a conglomerate, claiming
that the company had “misrepresented”
its financial condition.
And so on and on.

Legal attacks of this kind may or may
not be well founded. But even if they are
successfully withstood, a company sus
tains the cost of defense, perhaps an even
greater cost in executives’ time, the im
measurable emotional drain on individ
uals named as defendants, and injury to
reputation.
If the plaintiffs prevail, the monetary
costs can be very large indeed, since these
suits are usually brought as class actions.
Even when there is no lawsuit, a com
pany can suffer damage to its reputation
when its financial statements are ques
tioned by the press. An article in The
New York Times this past summer
opened with the statement that a com
pany’s “latest profit statement has again
raised eyebrows on Wall Street and in
accounting circles.” Stock market prices
of land development companies plunged
a few months ago after Barrons pub
lished a critique of their accounting
practices.
Many observers of contemporary soci
ety have commented on the litigiousness
of our times. It seems today that when
anyone sustains financial loss, whether
it is due to his own poor judgment or
not, he tries to cut the loss by suing
someone. Doctors are sued. Directors
are sued. Accountants are sued.
And the claims are usually for box-car
figures. You no doubt saw in the news
papers just last week that an investors
association has sued the New York Stock
Exchange itself for three billion—that’s
billion—dollars.

FOR AT LEAST the past hundred
years, the American public and their rep
resentatives in government have had a
kind of love-hate attitude toward busi

ness. At times they boast about its
immense productivity. They take pride
in a son who has become a big executive.
By the millions they buy shares in great
corporations.
But at other times they cheer politi
cians who vow to “bust the trusts.” They
regard business men as cold and devious,
and large business corporations as the
root of much evil.
One notable period of hostility to busi
ness occurred in the late 1890’s and early
1900’s. Magazines were full of articles
attacking the corporations. Cartoonists
portrayed businessmen as fat characters
wearing vests patterned with dollar
signs. Anti-business books were best
sellers.
By the 1920’s business had regained
favor.
But when the excesses of that period
dissolved into the Great Depression of
the Thirties, business was again in the
dog-house. Leaders in industry and com
merce were stigmatized as “princes of
privilege” and the word “banker” was
almost a slur. The businessmen of that
time worried that the tide of public opin
ion might lead to such stringent regula
tion as to bring an end to the economic
system in which they deeply believed.
Shaken in their confidence and hurt in
their pride, businessmen began to pay
more attention to public relations. Nu
merous speeches were made at their meet
ings on the need to “tell our story to
the public.”
These efforts had an effect, and busi
ness started to erase some of the criti
cism against it. Then, with our nation’s
entrance into World War II, the reputa
tion of business rose mightily as the
public realized the prodigies of produc

tion performed in meeting the nation’s
paramount task.
Also, when the war ended there was
not the recession that had been widely
expected. Business had prepared well for
reconversion, and consumers’ pent-up
demands were met promptly and, fre
quently, with improved products.
The Fifties and Sixties were a time of
generally rising prosperity despite two
or three interruptions, which were rela
tively mild, and despite such phenomena
as pockets of poverty and hard-core un
employment.
Meanwhile, however, forces for change
were widening and gaining strength.
They are now shaking institutions of all
kinds—the family, universities, churches.
With respect even to government, the
Research and Policy Committee of the
CED has proposed major alterations of
the Congress; and the Center for the
Study of Democratic Institutions has
drawn up and publicized a suggested new
Constitution for the United States.
BUSINESS, OF COURSE, is not ex
empt from the temper of the time. Con
sumerism—which, to the best of my
knowledge, didn’t even exist as a word
a decade ago—is now a significant move
ment. Concern about pollution focusses
on industry. And I probably should not
fail to mention Women’s Lib.
The bear stock market of the past
several months has added to public un
easiness. Along with the market decline
has come a general economic downturn.
There has been a rise in insolvencies and
in the number of business concerns seek
ing to extricate themselves from prob
lems through voluntary petitions under

the Federal Bankruptcy Act. In an at
mosphere of this kind, the public begins
to feel that establishments, somehow,
should “shape up.”
One of the demands being made with
rising insistence is that business improve
the reporting of its stewardship. Obvi
ously, this involves the accounting pro
fession—involves it deeply. Indeed, in
most of the lawsuits I mentioned at the
outset of these remarks, firms of certified
public accountants have been joined
among the defendants.
Complaints have been made that the
accounting profession is too compliant in
its relations with clients, and that it
permits too much latitude in the ac
counting methods which corporations use.
Often alleged deficiencies in accounting
do not sharply distinguish between per
formance of the accounting firm involved
and the adequacy of accounting principles
which the profession permits them to
follow. Although the profession has acted
to tighten accounting practices in a good
many areas, there are complaints it is
too slow.
ONE OF THE MOST DIFFICULT
problems the Accounting Principles
Board ever tackled was that of accounting
for mergers and goodwill. Some manage
ments took the position that the Account
ing Principles Board was being too strict.
Some members of the profession main
tained the Board was not strict enough.
As you know, the Financial Executives
Institute wrote to several Congressional
committees in opposition to the Board’s
actions, suggesting that the problem
might better be left to Federal legislative
and regulatory bodies. I must admit this

suggestion astonished me, because I can
not imagine that over the long pull busi
ness would be happy to have the setting
of accounting practices taken out of the
private sector and assumed by Govern
ment.
Last August the Accounting Principles
Board issued Opinion 16 on Business
Combinations and Opinion 17 on Intan
gible Assets. The optional use of pooling
or purchase, or use of a combination of
the two in accounting for mergers, has
been put beyond the pale. Pooling by use
of the kind of securities that some have
named “funny money” is ended. The
type of so-called “instant earnings” ob
tained by acquisitions after year-end is
also foreclosed. And the type of “instant
earnings” obtained through sale of assets
carried at historic cost rather than cur
rent value is sharply curtailed.

One of the arguments brought against
the Opinion on Business Combinations
while it was under debate was that it
would inhibit mergers which were bene
ficial to the country’s economy. I do not
think this is at all likely to be the case.
In this connection, let me read to you a
pertinent excerpt from the just-issued
annual report of Consolidated Foods Cor
poration :
“Regardless of accounting rules, the
economic forces, practical business
considerations and estate planning
reasons that lead to business combina
tions will continue to exist. We there
fore expect our acquisition activities
to continue, even though they may
need some moderate restructuring to
recognize the new [accounting] pro
visions and still maintain our strict

policy of requiring a per-share earn
ings pick-up for our shareholders in
every acquisition.”
There is no doubt in my mind that the
new Opinions serve the public’s interest
through the elimination of questionable
practices and through greater uniformity
in the way mergers will be reported.
In the eyes of some financial executives,
the Opinions are still too strict. In a
letter to the Securities and Exchange
Commission, the FEI has expressed dis
appointment about them. But the letter
did say, “FEI feels that the long-run
process of improving financial reporting
will be best served if all parties concerned
allow adequate time for the Opinions to
be tested in practical application before
considering further changes.”
I think this is a statesmanlike attitude,
and I am glad to see it.
I hope such an attitude will prevail as
additional areas, where improvement in
corporate accounting is needed, come up
for consideration. This is by no means
to say that business should not put for
ward its ideas and arguments. It is to
suggest, however, that the need for im
provements must be recognized and that
business should not struggle to keep the
status quo merely out of reflex action.
NOW THAT THE LOG-JAM of APB
projects created by the long deliberations
on the business combinations and intan
gible assets Opinions has been broken,
we can look to a number of new pro
nouncements from the Board in the com
ing year.
The APB has long realized that a con
ceptual framework must be established
as a basis for further progress in ac
counting principles. As a result, the

Board expects to approve soon a state
ment on Basic Concepts and Accounting
Principles Underlying Financial State
ments of Business Enterprises.
The purposes of the statement are:
(1) to discuss the nature of financial
accounting, the environmental forces that
influence it, and the potential and limita
tions of financial accounting in providing
useful information, (2) to set forth the
objectives of financial accounting and
financial statements, and (3) to describe
principles which are generally accepted
today. Although this statement will not
break new ground or introduce concepts
the Board thinks ought to be followed,
it will create reference points for future
Opinions.

Some have said that this comprehen
sive statement of accounting principles
will constitute APB endorsement of all
the inferior practices which are still ac
ceptable today and therefore inhibit
adoption of improved practices. On the
contrary, this statement will more clearly
pinpoint deficient practices and will facil
itate change.
High on the APB’s agenda are two
subjects which will result in dramatic
advances from present practices.
At its September meeting the APB
tentatively agreed that investments in
readily marketable stock, carried as
current assets, should be accounted for
at market value rather than cost, with
the unrealized appreciation or deprecia
tion in value, net of taxes, included in
income. As individual investors, we
know we have a loss when the market
declines and a gain when it rises. So,
too, does a corporate investor gain or
lose as the market fluctuates; yet these

corporate investments are usually car
ried at cost.
Despite the obvious obstacles to
market value determination, there ap
pears to be growing sentiment and
authoritative support for its use by all
companies in accounting for marketable
securities. I think an Opinion on this
subject is near.
Another major advance is apparent
in the APB’s consideration of imputing
interest on long-term receivables and
payables. Imputing interest looks to the
substance of a transaction rather than
its form. The present consensus of the
Board is that a long-term receivable or
payable should be discounted at an ap
propriate rate when it is either non
interest bearing, or bears an interest
rate clearly below a reasonable rate at
the time of the transaction. The ap
plication of such a method would result
in a more realistic reporting of the
principal amount of the long-term re
ceivable or payable and the related in
terest income or expense.

NEW REQUIREMENTS such as
these call for a change from old prac
tices, and change itself creates a report
ing problem. An APB Opinion upon
which action can be expected early in
1971 deals with changes in accounting
methods. As you may recall, a draft
opinion on this subject was exposed for
comment last February. Further action
was deferred, however, in order to ex
plore alternative proposals.
The exposure draft called for restate
ment of financial statements of prior
periods to give effect to the change in
accounting method, whereas the proposal
now in favor with the APB would largely

prohibit restatement and would call for
reporting the effect of the change in
the income statement for the year of the
change. This adjustment would appear
after “income before extraordinary
items” and before “net income.” Supple
mentary disclosure of the effect of the
change on net income and earnings-pershare for the current period and all prior
periods presented would also be called
for.
The APB and the FEI’s Committee on
Corporate Reporting have worked closely
on this subject; and a difference of
opinion has developed. A letter to the
APB, setting forth the FEI Committee’s
position, said, “FEI objects strongly to
[the APB draft] contents on the basis
of the complete inflexibility contained
therein . . .” and went on “. . . an Opinion
should not be issued at this time . . .”
To my mind this posture is not tenable
in light of the obvious need for less
flexibility in reporting, and in light of
the basic concept of the proposed Opin
ion—namely, that a change in account
ing principles will be made only when
the proposed principle is generally ac
cepted and when its application will
provide more useful results than those
furnished by the principle previously
followed. The investing public will be
served by assuring that changes of this
kind are properly made and properly dis
closed, including their effect on current
and prior periods.
Accounting for long-term investments
in common stocks is the subject of still
another Opinion under consideration.
The APB proposal would call for wider
use of the equity method of accounting
for investments in subsidiaries and af
filiates. Use of this method would in

crease reported profits in most cases
because it recognizes the investor’s share
of profit as it is earned rather than when
it is paid to the investor as a dividend.
In its proposed Opinion the Board
would extend use of the equity method,
now required for investments in un
consolidated domestic subsidiaries, to
foreign subsidiaries, fifty-percent-owned
companies, corporate joint ventures, and
certain investments of less than fifty
percent in which a controlling interest is
presumed.
In the draft of this Opinion, a con
trolling interest is presumed to exist
whenever the investment in a company is
twenty-five percent or more of its com
mon stock, unless the investor can dem
onstrate otherwise. Conversely, an in
vestment of less than twenty-five percent
would be considered non-controlling,
unless the existence of control could be
established.
The need for data to facilitate an
analysis of the “flow of funds” has been
recently highlighted by the wave of re
ported bankruptcies. Investors are be
ginning to want information that is not
easily obtained from the balance sheet
or statement of income alone. For in
stance, to what extent are the continuing
operations of the business predicated on
its ability to obtain debt financing on a
recurring basis ? The statement of source
and application of funds contributes
materially to answers to such questions.
For this reason the APB has assigned
high priority to a new Opinion on funds
statements. Such an Opinion, when is
sued, is expected to conclude that a funds
statement must be presented in financial
reports to stockholders and covered in

the report of the independent account
ants.
IN HAMMERING OUT accounting
principles on these and other subjects,
it is possible—in fact, I would say likely
—that differences of opinion will arise
between financial executives and mem
bers of the accounting profession. It is
important, therefore, that the FEI and
AICPA explore positive ways of resolv
ing differences. This should not be un
duly difficult, however, if we both realize
that failure to act constructively can
again arouse anti-business sentiments,
with results damaging not only to busi
ness and the accounting profession but
to the economy generally.
I am sure none of us would argue that
there are not areas of corporate report
ing where improvement is needed, or
that there is not considerable public im
patience for improvement. I believe it is
no exaggeration to say that the public
today will not tolerate from business or
the accounting profession anything less
than real dedication to the public in
terest.
In my judgment, the biggest job
facing business today is not in the famil
iar field of production, or marketing, or
even of finance. It is, rather, to keep
and to increase public confidence. This
requires an understanding that the en
vironment has been so changed by tech
nology that accustomed methods must be
thoroughly re-examined and, in some in
stances, changed. It means not being
satisfied with only producing goods and
services, but reporting on stewardship
in a way compatible with a decent and
just society. In short, it means avoiding
social obsolescence.

